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Last year, our Annual Report featured "The Price of Miracles," a
special report on the rising cost of health care.
Our objective was twofold: To generate an awareness of the dramatic
increase in health care costs, and to further an understanding of the
reasons behind it.
The response was encouraging.
It showed that people understand the complexity of this growing
concern, and realize that it is not "someone else's problem"; it is
everyone's problem.
We hope to stimulate further discussion of these issues in this year's
special report, "The Future of Miracles."
This year, we examine the choices our society faces as our desire for
immediate access to high quality medical care for all people comes
into conflict with our ability to pay for it.
As before, our intent is not to take sides or advocate a particular
position, but rather to focus attention on the issues that face our
society.
We hope you find "The Future of Miracles" interesting-and we
welcome your comments.
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AMERICAN HEALTH CARE
IN AN AGE OF LIMITS
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October, 1997: A 73-year-old grandmother in Claymont is suffering
from kidney failure. Without a transplant or dialysis she is likely to
live no more than a month or two. Her family, like virtually every
other, cannot afford the overwhelming cost of these therapies. The
government, faced with growing deficits and limited resources, now
only funds transplants and dialysis for those under 70.
April, 1998: In Milford, a tiny infant is born six weeks prematurely,
weighing little more than a pound. Its extremely low birth weight
places it in a statistical category with an extremely poor chance for
survival. The technology exists to keep the child alive, but it is
staggeringly expensive. Due to government rules, its use can only be
justified when there is a statistically favorable chance of survival.
Unlikely scenarios? Most of us would like to think so. The rationing
of health care may be a reality in countries like Great Britain, where
the medical system generally does not pay for chronic kidney dia!ysis for patients over 55, but here, it is a concept we Americans find
profoundly un-American.
THE AMERICAN RIGHT TO HEALTH CARE

Americans have traditionally resisted limits of any kind: on speech,
on religion, on freedom of assembly, on personal liberties-and on
the right to health care.

In America, we believe that everyone has a right to adequate health
care; that no one should be denied access to the best care-that
modem medical science can provide, regardless of the cost.
A 1988 Lou Harris Poll found 9 out of 10 respondents believing that
every American is entitled to health care "as good as a millionaire
gets." Three out of every five Americans recently surveyed by Opinion Research Corporation said that providing health care to the
poor and underinsured should be a greater priority than reducing
the national debt. And a similar poll, conducted by the National
Research Corporation, found that 63% of those questioned felt it
was the responsibility of the federal government to provide access to
health care for all Americans.
America's aversion to limits is a reflection of the spirit that built our
country and made poss.ible our achievements as a nation. One of
the most envied of those achievements has been the creation of a
health care system in which the miraculous has become the expected.
WHAT PRICE MIRACLES?

The scope of today's medical science is awesome.

It is estimated that, sixty years ago, medical science could effectively
prevent or treat less than ten percent of the 360 most serious
diseases; now, more than sixty percent of them can be prevented or
treated.
Today, lasers cut with microscopic precision to perform bloodless
surgery. Ultrasonic frequencies examine the brains of infants not yet
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born. Sound waves destroy kidney stones without surgery. Magnetic
resonance imagers map living tissue and bone in astonishing detail.
Genes are spliced, organs transplanted, and human embryos conceived in the laboratory. Researchers are now working on the development of tiny electronic devices and micromachines that might be
implanted in the body to monitor internal conditions, dispense
medicines or clear clogged arteries.
Today, thousands of lives are saved with technologies, techniques
and treatments that were,just a few years ago, only hopes and
dreams.

U.S. health care
expenditures continue to
increase.

But, today is also a world of huge financial deficits and finite
resources; a world in which medical technologies have outpaced
our ability to answer the ethical tensions produced by them.

If America today enjoys the world's highest level of health care, we
do so at an ever-increasing price.
$ BILLIONS

In 1988, total health care
expenditures rose 10. 2% to an
estimated $558 billion. This
figure is expected to exceed $600
billion by the end of 1989.

In 1965, one year before the federal Medicare/Medicaid programs
started, total U.S. spending for health care was approximately $42
billion. Since then, it has jumped to an estimated $558 billion: a 13fold increase versus a 3½-fold increase in the consumer price index
for the same period. Last year we spent over $2,000 on health care
for every man, woman, and child in Delaware.
While it is important to r.ecognize that we spend a greater share of
our country's wealth on health care than any other developed
nation, it is just as important to understand that much of this
spending creates wealth, such as the 5,000 jobs that the health care
industry has added to Delaware's economy since the beginning of
the decade.
But, before we conclude that the money spent on health care is
excessive, we sh_ould compare the amount spent against what we
spend in other segments of our economy. In 1987, we chose to
spend around $ 14.5 billion a year on medical research , versus $36
billion on tobacco products. We chose to spend $43 billion on
prescription drugs and eye care versus $62 billion for alcoholic
beverages:
Yes, all this spending adds to o"ur gross national product, but, the
money we spend on health care is used to maintain and improve
our single most important asset...our people. It has enhanced our
ability to predict, detect, diagnose and treat a wide array of human
diseases. Heart transplants, which just a few years ago were the stuff
of headlines and network news, are successfully performed daily all
over the country. Open heart surgery is almost commonplace. Newborn intensive care allows premature babies, small eno~gh to fit in
the palm of your hand, to survive, thrive and grow into responsible,
productive citizens.
WHY COSTS KEEP RISING

Many people accept the fact that health care costs will increase at the
same rate as the consumer price index-but wh y at 2½ or 3 times
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elaware's ten neonatal
intensive care units allow premature babies, weighing as
little as two pounds, togrow
'.1 to healthy children.
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Each year, Delaware's expanding cardiac surgery facilities
help hundreds ot.,heart disease ·
patients live fuller, more active
lives. ·.
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that index? There are many reasons for this, but underlying all of
them is our desire for the finest possible care, the most convenient
form of delivery, and the most favorable outcome.
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Like it or not, it does cost more to provide health care for us, as we
grow older. The 12 percent of the U.S. population, age 65 or older,
consumes 35-40 percent of all of the money spent on health care.
On the average, those ofus who are 50 or so cost two or three times
more than a 20 year old, and so on.
Demand for Coronary
Bypass in Delaware
outstrips projections

THE HIGH COST OF MEDICAL TECHNOLOGY

Technology is a major factor. Almost every advance in medical
technology comes with a higher price tag. The $100 X-ray was
succeeded by the $500 CAT scan, which, in turn has been followed
by the $ 1,000 magnetic resonance imaging scan. Last year, over $3
million was spent on MRI scanning in Delaware alone; the national
bill came to $2 billion.
New technologies are often expensive. Using sound waves to shatter
kidney stones, lithotripsy, eliminates the need for invasive surgery-at
a cost of from $ 1.5 to $2 million per machine-and $6,000 per
procedure.
Further adding to the cost of technology is what a recent issue of
Newsweek magazine termed the "Pentagon effect," where a $250 TV
screen can cost $3,000 when labeled as a medical TV screen.
Medical breakthroughs can save and prolong lives dramatically, but
at an often staggering cost: $250,000 for a liver transplant; as much as
$200,000 to save the life of a premature baby; $10,000 for a year's
worth of the AIDS drug AZT; $1,500 for a day in an intensive care
unit; and $ 2,200 for a single dose of the clot-dissolving drug TPA
given to a heart attack patient.
With AIDS, the high cost is coupled with a soaring demand. In 1986,
the Medical Center of Delaware treated two patients wit)l AIDS. Last
year, they treated 140, ranging in age from five weeks to 76 years.
The Delaware Divison of Public Health estimates that, by 1991,
between 800 and 1,400 Delawareans will have AIDS.
THE PRACTICE OF DEFENSIVE MEDICINE

The past two decades have witnessed an unprecedented wave of
medical malpractice litigation in the United States.
In just one three-year period, from 1983 to 1985, the number of
malpractice suits brought against hospitals more than doubled.
Over the same period, the incidence of malpractice suits filed
against physicians and the amount of awards rose dramatically. The
cost of malpractice insurance kept pace and was, of course, passed
along in the form of higher charges. But, those are not the big costs.
As the ability of modern medicine to perform miracles has increased,
so has the expectation that every case should result in the perfect
outcome. When the result is less than perfect, patients and their
families are increasingly prone to sue. The doctor or health care
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660 coronary bypasses, 280%
more than projected, were
performed at the Medical
Center of Delaware in 1988at a total cost estimated at
more than $ 20 million.
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professional must be prepared to prove, to a jury, that all the best
available diagnostic techniques and treatment interventions were
used to provide a favorable outcome.
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The result is "defensive medicine." Doctors now attempt to defend
themselves against the possibility of malpractice by ordering more
and ~ore tests. The cost of these added tests, it is estimated, adds
$50 billion a year to America's health care bill. In Delaware alone,
an estimated $35-40 million is spent on these lab tests, X-rays and
electrocardiograms, many of which are unnecessary. These are the
big costs and are largely unseen by the general public.
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Caesarean sections are
increasing in the U.S.

Faced with the threat of a lawsuit, hospitals and doctors have
no choice but to follow the most advanced possible procedure,
even when a more conservative approach could be beneficial
to the patient.
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For a cardiologist, it may mean recommending coronary bypass
surgery, even though drug therapy may be just as effective. For an
obstetrician, it might mean performing a Caesarean section when
the slightest indication of fetal distress exists. For a radiologist, it
could mean using a new dye to make organs show up better on an
X-ray. The new dye offers a slightly reduced mortality risk for certain
allergy-prone patients, but it also costs ten times as much as the
traditional dye. Its use could, by itself, add as much as $1 billion to
America's health care bill.
HERE, THERE, AND EVERYWHERE

The number of Caesarean
sections has increased by 25%
in Jive years. It is estimated
that as many as half of these
may be unnecessary.

Not too long ago, advanced medical technology was available mainly
at large urban medical centers. Today, according to Health Week
magazine, "The general public expects the best medical care and
every technology, whether in a rural area or urban hospital." Hospitals of all kinds now offer magnetic resonance imaging, intensive
care units, and other modem medical tools. The proliferation
of expensive technology is another force driving up the cost of
heal th care.
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There are a number ofreasons for this. One is that the same threat
of malpractice is faced by doctors and hospitals. Today, a hospital
cannot pass up an opportunity to make the latest medical tool
available without leaving itself open to the charge of having-provided inadequate care.
Another reason is the pressure of competition. A hospital today is
more than just a medical center; it is a civic asset. Most every
community wants to have a high quality hospital to care for its
citizens. It also wants to keep businesses and attract new ones. To
succeed, the community must be able to offer high quality health
care in order to attract exceptional doctors, so it responds by building the kind of medical facilities that encourage the best physicians
and dentists to practice there.
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This can be observed right here in our own community. The Medical Center of Delaware has grown to become the sixteenth largest
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hospital in the country. It now has 1,090 beds and offers an
expanding array of inpatient and outpatient services, including
cardiac surgery and radiation therapy. Other Delaware hospitals,. in
order to compete for patients and doctors and to meet their obligations to their own communities, are adding new beds, new services
and new technology as well.
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This increased competition, caused by increasing the scope and
level of medical resources, adds to the cost of health care. But, it also
adds to the quality oflife and the productivity of our citizens.
COST SHIFTING: THE UNSEEN HAND

Magnetic Resonance
Imaging (MRI) use
continues rising in
Delaware.

As a society, we have chosen to create a health care system that tries
to provide the very best care for the vast majority of us.
Unfortunately, not everyone is willing or able to pay the price of that
system.
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PROCEDURES
PERFORMED

When that happens, the cost of caring for those who will not or
cannot pay their fair share is shifted to those who do pay.
In 1988, Delaware hospitals had to charge each paying customer
$1.30 for each $1.00 of services in order to collect an average of $1.00
from all their customers. This cost shifting, amounting to over $56
million last year, resulted in higher charges to insurers, patients and
employers.
The major culprit of this cost shifting is the federal government
itself, which covers over 44 million Medicare and Medicaid recipients, and pays over 40% of the nation's health care bill. Because it
possesses the unilateral power to shift costs to the private sector, _the
federal government escapes paying its fair share.

PHYSICIANS' CHARGES
$ MILLIONS

Faced with an unbalanced budget, grappling with a growing deficit,
and reluctant to raise taxes, the government must cut spending. For
Medicare and Medicaid, this is largely accomplished by limiting the
amounts paid to doctors and hospitals. In most cases, the amount
paid by the government is less than the hospital's charges; in an
increasing number of cases, it is less than the hospital's costs. Since
the hospital is prohibited from billing the patient for the difference,
the cost is shifted in the form of higher charges for insured patients.
For example, since Medicare will not increase its payments for the
anti-clotting drug TPA, and hospitals cannot refuse to provide it, the
balance of the cost of the $2,200-per-dose charge is shifted to
insured patients. As a result, some hospitals charge insured patients
as much as $5,000 per dose to make up the difference, while Medicare patients still receive _the drug as part of the predetermined
Diagnostic Related Groups (DRG) fee.
The Second factor in cost shifting comes from the uninsured and
underinsured. Over 37 million people in the United States have
inadequate health insurance or no insurance at all, and do not
qualify for public assistance. A majority represent working families

In 1988, Blue Cross Blue
Shield of Delaware paid for
1,500 MRI procedures, an
increase of 36%, at an average
cost of $1, 000 per procedure.
MRls are now often ordered
in addition to CAT Scans
($500) an<!, X-rays ($100) to
verify diagnoses, where once
only one procedure was used.
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whose employers do not provide adequate health care benefits, or
whose jobs do not pay enough for them to afford health insurance.
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A comparison of 1988
average salaries shows that
the average physician's
earnings are not excessive.

Fortune 100
CEOs

447,000

Nobel Prize
Winners

390,000

Cardiovascular
Surgeons

234,900

Miss America

150,000

All Physicians

131,043

U.S.
Vice President

115,000

Lawyers

101,455

SeniorVPs,
Ad Agency

91 ,800

Family
Practitioners

90,179

U.S.
Representatives

89,500

First-year
Investment Bankers

50,100

Plumbing Crew
Foremen

29,682

Elementary School
Teachers

In Delaware, the Governor's Commission on Health Care Cost
Management estimated that 80,000 to 90,000 people in the state
have no health insurance at all, while an additional 35,000 have
inadequate health benefit plans.
In 1988, because of uncompensated care and government cost
shifting, Delaware hospitals were forced to charge 31 % above their
costs to meet expenses. Patients who paid their bills through insurance or out of pocket, ~sed $174 million in hospital services, but
had to pay $230 million to get them!

$1 ,075,000

Major League
Baseball Players

Cost Shifting in Delaware Hospitals, 1988
-
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Some people see physicians '
salaries as a villain in the
high cost of health care. But,
when you compare their
incomes with those of other
professionals, the salaries of
the physicians with whom we
entrust our lives, are brought
into perspective.

WHY

To meet expenses, Delaware hospitals had
to shift the cost of services from those who
did not pay to those who could.
Patients who could not pay, noted in the
chart as "charity/ bad debt, " used 10% of
services, but paid for none.
Thef ederal government used over 4 7% of
services for Medicare/ Medicaid patients,
but paid for only 44%. Since this difference
has to be paid and hospitals are prohibited
from billing Medicare patients for the difference, the cost was shifted to other insured
patients.

In total, $56 million of the cost for services
was shifted. Blue Cross Blue Shield of
Delaware alone paid for an additional $26
million of services beyond those used by
our customers.
The net result of all this cost shifting was that
Delaware hospitals had to charge each private payor $1. 30 for each dollar of services
in order to collect an average of $1. 00 from
all payors-private and government.
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WHY HASN'T COMPETITION WORKED?
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Our health care system is not designed to respond to the usual
forces of competition.
Most businesses compete by offering lower prices; health care providers, on the other hand, must compete by adding services, which
results in higher health care costs.
Consumers with adequate health insurance do not directly pay
much of the bill, and thus have little incentive to seek less costly
alternatives. Nor would they, in a society where the most expensive
health care is perceived as the best health care.
The incentives that exist within our health care system tend to
promote higher, not lower costs. The more services a doctor or
hospital provides, the greater its income. The cost of health insurance is a tax-deductible expense for the employer, and untaxed
income for the employee.

~,....,,Oj""

Coronary bypass surgery
increases sixfold in U.S.
for patients ages 45 to 64

SURGERIES PER 100,000
POPULATION,
AGE545T064

Most important, there is no easy way to analyze health care in terms
of its benefits. We can calculate the economic value ofrestoring a
worker's productivity and ability to earn a living, but how can we put
a price tag on the value of a grandmother to her grandchildren? Or
the worth of a newborn to its parents? Can we say that we are
spending too much on health care when the cost of two Stealth
Bombers could more than pay Delaware's entire hospital care bill
for 1989?
NEARING OUR LIMITS?

The high cost of today's health care, whether we like it or not, is
beginning to change the way we pay for it.
With health care benefits now accounting for up to 10% of average
employee compensation in Delaware, more and more companies
are asking employees to pay a greater share of the cost. In 1987, the
average deductible was $ 100; it is now doubled to $200. Coinsurance payments, the share of benefit cost paid by the employee, have
now reached 20% at many companies.
As both government and the private sector are forced to make
cutbacks, the ranks ofthe,uninsured and underinsured grow. The
worsening problem of the medically indigent is creating growing
pressure for a system of nati~:mal health insurance that proponents
claim would guarantee access to health care for all Americans. But,
when we look at Medicare, Medicaid, the V.A. Hospitals, and almost
every other government-backed program, we find that claims and
guarantees are, at best, fleeting, and never seem to live up to the
visions of their creators.

The number of coronary bypass
operations per/or.med has risen
dramatically since 1983. The
average age of bypass patients
has also increased and, in
Delaware, the average is now
62 years old. As the population
ages, the number of surgeries
and their costs could continue
to soar.
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THE CHOICES WE FACE

As a free society, we make free choices.
We have chosen to create a health care system that provides unlimited access to unlimited care.
Until recently, that was an easy choice.
Over $1.6 billion spent
in the U.S. on new heart
catheterization labs in five
years.

NUMBER OF LABS

,.~OJ~
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Now, as the cost of the system we have created puts a greater and
greater strain on our ability to pay for it, we face harder choices.
It is important to understand that, ifwe do not make these choices
ourselves, they will be made for us. And in ways we may not like.
Ifwe do not want a society in which , as former HEW Secretary
Joseph Califano said, "by the year 2000, only Donald Trump can
afford to get sick," we must make our own choices.
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If we do not want a system of national health care, administered by
the government along the lines of the Postal Service, the Veterans
Administration or the American Indian Health System, we must
create our own alternatives.
If we do not want a world in which health care is rationed, and
arbitrary guidelines determine who lives and who dies, we must
shape our own destiny.
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Demand for the newest medical
technology spurred a 140%
increase in heart catheterization
labs. Each now costs between
$1.5 and $2.5 million. This
demand includes Delaware,
where more heart catheterization labs are planned.

A government that avoids hard choices by shifting costs to the
private sector does not seem capable of making these decisions for
us. Nor can a health care system that virtually requires its doctors
and hospitals to compete for patients on the basis of the biggest and
best services.
Sooner or later, we will have to recognize and understand that we
cannot provide unlimited health care while we limit the dollars
spent on that care.
But the idea that there are limits to our needs and wants has
historically gone against the American grain. Paradoxically, we seem
to want both unlimited health care and to limit the amount of
money we spend on it.

© 1971 Walt Kelly. Reprinted by
permission of Los Angeles Times Syndicate.
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Delawareans have the security
of knowing that Blue Cross
Blue Shield covers them
wherever they go-from Kent
County to California.
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Not very long ago, health insurance was a simpler business. Virtually
all plans were traditional fee-for-service arrangements in which
doctors and hospitals performed services, and insurers paid the fees
involved. Medical judgments were for the patient's doctor to make,
and for the insurance company to follow.
But, as health care costs began their upward spiral, new ways of
providing coverage were created, and programs designed to contain
costs developed.
The environment has changed dramatically, and so has Blue Cross
Blue Shield of Delaware. In addition to traditional health insurance,
our family of businesses now offers medical care services through
two different types of HM Os and a variety of programs to manage
he~lth care. As a result of these managed programs, medical judgments are no longer left solely in the hands of the physician.
We also provide life and disability insurance, and valuable health
support services for business.
But no matter how diverse our capabilities become, our main
mission remains the same: to use every resource we have as a
Delaware company to provide high levels of quality and service.
This enables us to offer the greatest value to Delawareans.
HEALTH INSURANCE SERVICES

Traditional health insurance continues to account for the largest
share of our business, Utilization of traditional health benefits has
shown an upward trend in recent years, with claims volumes increasing on a per capita basis and costs increasing on a per claim basis.
The effect of these cost and use increases might have been greater
had we not made the difficult business decisions that were necessary
to preserve the integrity of our benefit programs.
In January of 1988, we returned to a basic principle: requiring
groups to meet minimum participation levels in order to renew
their contracts. This policy is based on sound business practice, and
reflects the need of any insurer to enroll enough people to be able
to properly estimate and spread risk. For example, if a fire insurance
company only insured customers whose homes were likely to burn,
it would soon go out of business.
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Many of our traditional customers are enrolled in the CURB (Cost and Utilization Review Benefit) program, which manages the provision of health care benefits through pre-authorized hospital
admissions, concurrent review of the care provided to hospitalized
patients, and case management of potentially high cost procedures.
As competition and costs have increased, we have pursued a longterm strategy of developing new sources of revenue, such as
administering large benefit plans on a regional basis, and marketing
our services, through selected general agents, in foreign countries.
In 1988, our Medicare claims processing operations received an
efficiency rating of96 out of a possible 100 from the Health Care
Financing Administration, placing us in the top third of all Medicare Part A contractors nationally. We are also preparing to implement the requirements of the new Medicare Catastrophic Legislation
and other programs required under the Medicare program.
Our performance as regional administrator for General Motors in
five states has enabled us to attract new accounts. Contracts for
K-Mart and Chrysler Corporation accounts become effective in
1989, increasing the number of contracts under administration.
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1988 also brought further expansion of our international markets,
with sales of health insurance in 34 different countries to Americans
living overseas or foreigners planning to travel to the United States.
MEDICAL CARE SERVICES

We are able to provide medical care directly at two locations in
New Castle County and two locations in Dover. The HMO of Delaware
in New Castle County is the only staff-model HMO in Delaware.
The Family Practice Center in Dover services both Total Health Plus
and fee-for-service patients. Together, they also constitute the largest
independent medical practice in the state.
In 1988, The HMO recorded over 143,000 patient visits, filled
more than 168,000 prescriptions and performed over 185,000 lab
procedures.
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The total number of physicians was increased to more than 550. To
give physicians and nurse practitioners more time for hands-on
treatment, triage nurses were added to the staff. The HMO of
Delaware Optical Service ~as created to offer prescription eyeglasses
to members, employees, and eventually to the general public.
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In 1988, we developed a wellness program, which is now available to
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employers and employees throughout the state.
Primary care and referral physicians statewide provide medical care
to the thousands of members of Total Health Plus, an independent
practice association type HMO. Total Health Plus members receive
care in physicians' offices, which includes the Family Practice Center
of Dover. The Center has become one of the largest medical practices in Kent County, caring for more than 9,000 patients at the two
Dover locations.
An innovative approach developed by Delaware's Department of
Health and Social Services is helping to keep health care within
reach for the uninsured and underinsured. As part of this Pilot
Medical Program, Total Health Plus is providing coverage to families who wish to leave the welfare rolls without losing needed heau:h
care benefits. A recent study by James Bell and Associates found that
the program is having an impact on "... promoting self-sufficiency,
increased employment duration, and decreased public assistance
recidivism." With this and other innovative approaches to Welfare
reforms, Governor Michael N. Castle and his Administration have
led the nation toward new ways to break the cycle of dependency.

Cases costing $50,000 or
more increased by 38%
in 1988.
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DentaHealth Plus, our dental HMO, serves its members through
over 20 dentists at 11 dental care centers in the state.
LIFE INSURANCE

:1.ware
Plus
rgest

Allnation Life Insurance Company, Inc., an9 its subsidiary, Allnation
Life Insurance Company of Pennsylvania, provide individual and
group life and disability coverages to customers in nine states.
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In 1988, Allnation increased its insurance in force to over $500
million. We also introduced a new level premium term policy, two
new Universal Life policies, two payroll deduction Universal Life
plans, and updated our Whole Life and Adjustable Renewal Term
services .
LIABILITY INSURANCE

. To

Allnation Liability Insurance Company is licensed to underwrite all
types ofliability and casualty insurance, including medical malpractice coverages.

lasses
At present, Allnation Liability is an inactive company, poised to
provide needed services in the future .
....

The rising number and cost
of in-patient claims between
$50,000 and $500,000 paid
by Blue Cross Blue Shield of
Delaware reflects the use of
new technology and heroic
efforts to save lives.
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GENERAL BUSINESS SERVICES

The Gateway Group, Ltd., is composed of several small businesses.
Through Gateway, we continue to expand our ability to provide
products and support services to business.
One of these, Micrographics Enterprises, uses excess capacity and
equipment to provide microfilming services to businesses. In 1988,
Micrographics moved to a twenty-four hour operating day, introduced front-end microfilming and expanded its markets to include
Pennsylvania, New Jersey and Maryland. In 1988, over 41 % of its
business came from new sources.
Another service, Gateway Advisors, specializes in providing consulting services to organizations looking for better ways to manage their
benefit costs, such as the training session on managed care procedures it developed in 1988 for the State of Delaware Department of
Services to Children, Youth and Their Families.

_, ·••

The Gateway Group also provides administrative services to help
corporate clients comply with the complex provisions of COBRA, a
federal program that requires employers to continue providing
group health care benefits to qualified former employees
and beneficiaries.
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Last year's Annual Report described the cyclical nature of the health
insurance business: three years of gains followed by three years
oflosses.
This pattern has held steady for the past three decades and it takes a
great deal of business courage and knowledge to stay in business
despite the cycles. 1987 marked the midpoint of the current cycle
and we expect a return to profitability in 1989.
In cutting our losses from $15:s million in 1987 to just$ 1.5 million
in 1988, Blue Cross Blue Shield of Delaware is ahead of the cycle.
This encouraging turnaround confirms many of the hard business
decisions we implemented.
Raising rates is never a popular move; but we had the foresight and
courage to make adjustments that many of our competitors are only
beginning to make. Smaller, more gradual increases are easier on us
and our customers than large abrupt ones.
Enforcement of underwriting and minimum percentage participation requirements met initial opposition, but sound business logic
prevailed. As a result of Blue Cross Blue Shield of Delaware's
leadership on this issue, all companies licensed to write health
insurance in the state may now apply minimum percentage participation standards.
Above all, our strong 1988 performance reflects the continued
loyalty, dedication and perseverance of our employees. Their hard
work and extra effort demonstrates that we are not simply a family of
businesses: we are a family of people, and we thank them for all that
they do.
But, most of all, we thank our customers for their loyalty and trust.
Without customers, we have nothing-but with our loyal customers,
we can accomplish much. We look forward to serving our corporate
and our individual members in the years to come.
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The consolidated financial statements were prepared by
Management which has primary responsibility for the integrity of
the financial information. The statements have been prepared in
conformity with generally accepted accounting principles appropriate in the circumstances and include amounts that are based
upon Management's best estimates and judgments. Financial
information elsewhere in this Annual Report is consistent with that
in the financial statements.

Ti

B
~

B
Ct

11
II

st

To fulfill its responsibilities, the Company maintains, and Management relies on, a system of internal controls. There are inherent
limitations in any control system in that the cost of maintaining
a control should not exceed the benefits to be derived. However,
Management believes the controls in use are sufficient to provide
reasonable assurance that assets are safeguarded from loss or
, unauthorized use and that the financial records are adequate for
preparing the appropriate financial information.

·C
st

\A
a
t}
Sl

e

d

Independent certified public accountants have examined the
consolidated financial statements as described in their report. Their
examination includes a study and evaluation of the Company's
accounting system, procedures and internal controls, and tests and
other auditing procedures sufficient to provide reasonable assurance
that the financial statements are fairly presented.
The Board of Directors, through the activities of its Audit Committee,
oversees Management's discharge of its financial reporting responsibilities. The Audit Committee is appointed by the Chairman of the
Board of Directors with the approval of the Board. The Audit
Committee is responsible to the Board for selecting the independent
auditors and reviewing the results of audits conducted by them
and the Company's internal auditors. The Committee meets with
Management, internal auditors and independent auditors to review
the activity of each and to ensure they are properly discharging
their responsibilities. The public accountants, as well as the internal
auditors, have access to the Committee to discuss the results of their
audit work, the adequacy of internal financial controls, and the
quality of financial reporting.
The Company has developed policies and procedures which
provide reasonable assurance that operations are conducted in
compliance with laws, regulations, and a commitment to high
ethical standards.
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To the Board of Directors of
Blue Cross & Blue Shield of Delaware, Inc.:
We have audited the accompanying consolidated balance sheets of
BLUE CROSS & BLUE SHIELD OF DELAWARE, INC. (a Delaware
corporation) AND SUBSIDIARIES as of December 31, 1988 and
1987, and the related consolidated statements of operations, changes
in reserves and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management.
Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with generally accepted
auditing standards. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements. An audit also includes assessing
the accounting princip,les used and significant estimates made by
management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial position of Blue Cross &
Blue Shield of Delaware, Inc. and subsidiaries as of December 31,
1988 and 1987, and the results of their operations and their cash
flows for the years ~hen ended in conformity with generally accepted
accounting principles.

~ ~ d{
Arthur Andersen & Co.
Baltimore, Maryland,
February 26, 1989.
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CONSOLIDATED
BALANCE SHEETS
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DECEMBER 31 , 1988 AND 1987

I

ASSETS
CASH AND CASH EQ UIVALENTS
INVEST MENTS (Notes 1 and 4):
Short-term, at cost which approximates
market value
Bonds, at amortized cost (market value of
$9,902 and $8,551)

(In thousands of dollars)

1988

1987

$ 26,975

$ 12,993

4,949
10,075

I.

I

8,424'

t

PROPERTY AND EQUIPMENT, at cost
(Notes 1; 4 and 5):
Land

533

468

15,557

10,860
I
I

I

I

Buildings

24,167

24,410

Furniture, fixtures and equipment

12,472

12,432

38,108
9,915

38,311
7,8 15

28,193

30,496

610

169

5,086

4,258

$118,750

$117,871

$ 53,421
3,513

$ 52,391
3,444

610
27,740
7,264
4,933

169
26,265
7,535
5,280

97,481

95,084

8,238
13,031

8,238
14,549

21 ,269

22,787

$118,750

$117,871

CLAIM ON ASSETS HELD BY CONTRACT
AGENT (Note 1)
OTHER ASSETS, net of accumulated
amortization (Note 1)

LIABILITIES AND RESERVES
LIABILITY FOR UNPAID CLAIMS (Note 1)
FUTURE POLICY BENEFITS (Note 7)
PREMIUM STABILIZATION RESERVE
LIABILITY (Note 1)
ACCOUNTS PAYABLE AND OTHER LIABILITIES
OBLIGATION UNDER CAPITAL LEASE (Note 5)
INDUSTRIAL DEVELOPMENT BONDS (Note 4)

RESERVES (Note 1):
Appropriated reserves
Operating reserves

Th e accompanying no tes to consolidated fina ncial
statem e nts are a n integral part of these consolidated
ba la nce sh ee ts.

Benefit
Admini

Loss l

59,095

1,469

Less-Accumulated depreciation

BENEFIT

INVESTM
42,329

1,469

~

CEDED P

., .

I ',

I ,'

ACCOUNTS RECEIVABLE, net of allowance for
dou btful accounts of$827 and $2,400

PREMIU1'

1,968

j

Common stocks, at market value (cost of$533
and $468)

FOR THE'

--

Net l<
RESERVE

,.

RESERVE

1:

Theaccomp:
statements a1
statements.

P

lollars)

FOR_THE YEARS ENDED DECE_MBER 31, 1988 AND 1987

1987
12,993

PREMIUM INCOME (Note 1)
CEDED PREMIUMS (Note 1)

(In thousands of dollars)

1988

1987

$352,670

$310,671

(33,464)

(19,632)

319,206

291,039

280,193

266,397

43,175

41,860

323,368

308,257

(4,162)

(17,218)

1,968
BENEFIT COST AND EXPENSES (Notes 1 and 2):
8,42.r-

Benefit cost
Administrative expenses

468
10,860

Loss from operations
INVESTMENT INCOME, net(Notes 1 and 4)

2,644

1,746

(1,518)

(15,472)

22,787

38,259

$ 21,269

$ 22,787

59,095
Net loss (Note 8)
RESERVES, BEGINNING OF YEAR

-

1,469
24,410

RESERVES, END OF YEAR

12,432
38,311
7,815
30,496

169

4,258
l 17,871

52,391
3,444
169
26,265
7,535
5,280
95,084

8,238
14,549
22,787

-

17,871

The accompanying notes to consolidated financial
statements are an integral part of these consolidated
statements.
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FOR THE YEARS ENDED DECEMBER 31, 1988 AND 1987

DECEMI

(In thousands of dollars)

1988

(1) Su;

1987

Pr

n

CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss
Adjustments to reconcile net income to net
cash provided by operating activitiesDepreciation and amortization
Change in operating assets and liabilities(Increase) decrease in accounts receivable, net
(Increase) decrease in other assets

$ (1,518)

wt

Ga
2,150

2,327

16,767

(3,882)

(878)

I

r::

1,474

2,187

Increase in liability for unpaid claims

1,030

7,744

69

97

Net cash provided by (used for) operating
activities

(Li
an
Dt:

143

Increase in accounts payable and other
liabilities
Increase in future policy benefits

of

$(15,472)

f"I·

I ,:

il

11:
II

19,094

(6,856)

CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from sale of investments, net
Purchase of investments, net
Purchases/disposals of property and equipment,
net
Net cash provided by (used for) investing
activities

(4,697)

3,309

,I

203

(4,494)

(2,052)

(347)

i i:

Th
CO,

ex
cla
set

(347)

(271)

(321)

(618)

(668)

Pre
is c
fm
ye,
In,
Sh
COi

1,257

f\

Inc
by
In\

, 11

Payments on obligation under capital lease

Pr,

Pn
in<

Pr1

CASH FLOWS FROM FINANCING ACTIVITIES:
Payments on industrial development bonds

inl

,'

Sec

I'

Net cash used for financing activi_ties
NET INCREASE (DECREASE) IN CASH AND
CASH EQUIVALENTS

13,982

(6,267)

CASH AND CASH EQUIVALENTS, beginning
ofyear

12,993

19,260

CASH AND CASH EQUIVALENTS, end of year

The accompanying notes to consolidated financial
statements are an integral part of these consolidated
statements.
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1987

;(15,472)

2,327
(3,882)
143
2,187
7,744
97

(6,856)

3,309

(2,052)

1,257

(347)
(321)
(668)

(6,267)
19,260
; 12,993

DECEMBER 31, 1988 AND 1987

( 1) Summary of Significant Accounting Policies

Principles of Consolidation
The accompanying consolidated financial statements include the accounts
of Blue Cross & Blue Shield of Delaware, Inc. (the Company) and its
whol~y-owned subsidiaries, The HMO of Delaware, Inc. (HMO), The
Gateway Group, Limited (Gateway), Allnation Liability Insurance Company
(Liability), Allnation Life Insurance Company and its subsidiary (Allnation)
and Total Health, Inc. Gateway had no significant operations through
December 31, 1988 and Liability is currently inactive. All significant
intercompany transactions have been eliminated in consolidation.
Premium Income
Premium income receivable is recorded when due, and the related premium
income is recognized when earned.
The Company has entered into various group contracts which provide for
collection of premiums based upon actual claims incurred, administrative
expenses and risk factors. Income from these groups is recognized as
claims are incurred. Actual claim payment experience is reported and
settled with these groups on an annual basis.

Property and Equipment
Property and equipment, including items under capital lease (see Note 5),
is depreciated on the straight-line method over useful lives ranging from
four to ten years for furniture, fixtures, and equipment and thirty to forty
years for buildings.
Investments
Short-term investments consist primarily of certificates of deposit and
commercial paper.
Included in investments are $385,000 of U.S. Government obligations held
by a trustee on deposit for the Ins~rance Commissioner and $250,000 of
investments pledged as collateral against the purchase of certain stocks.
See Note 4 for further restrictions on investment accounts.
The Company holds common stocks in various Blue Cross and Blue Shield
Association entities. The Company and its subsidiaries carry their
investment in common stocks at market value and bonds at amortized cost.
Unrealized gains and losses, if any, would be included directly in operating
reserves in the consolidated statements of changes in reserves.

Liability for Unpaid Claims
The liability for unpaid claims is an estimate of claims incurred but not
received or paid by the Company as of the balance sheet date. It includes
an estimate of administrative expenses associated with processing the
incurred but unpaid claims.
Reserves
In accordance with Board of Directors' resolutions, appropriated reserves
at December 31, 1988 and 1987, are for physical asset replacement.
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Ceded Premiums
Premium income includes premiums received from certain customers that
are turned over to other Blue Cross and Blue Shield companies to fund
claims paid by those companies. The ceded premiums represent the
total premiums distributed to other companies.
Other Assets
Other assets consists principally of accounts related to Allnation as follows:
1. Present Value oflnsurance in Force-Policies in force at the acquisition
date have been valued using the same assumptions used for computing
policy reserves and are being amortized over the estimated average life
of the policies.
2. Deferred Policy Acquisition Costs-Policy acquisition costs (principally
commissions and certain underwriting and sales expenses) related to
the issuance of policies subsequent to the acquisition date are deferred
and amortized over the premium paying periods using the same
actuarial assumptions as used for computing policy reserves,
3. Goodwill-Goodwill represents the excess cost over fair value of assets
acquired at the acquisition date and is being amortized on a straightline basis over twenty years.
Accumulated amortization as of December 31, 1988 and 1987 was $180,000
and $130,000, respectively.

Life Insurance Premiums and Related Expenses
Premiums are reported as earned when due or, for short duration policies,
over the contract period. Benefits and expenses are.associated with earned
premiums to result in recognition of income over the contract periods.
This is accomplished by providing a liability for future policy benefits
and amortizing acquisition costs over the term of the policies in force or
the premium paying periods, as appropriate.
Premium Reserve Stabilization Liability
The Company underwrites benefits under a health insurance contract for
employees and their dependents of the Federal Government. Other Blue
Cross and Blue Shield Plans also underwrite benefits under the contract.
The Blue Cross and Blue Shield Association has been designated as a
contract agent.
Certain financial reporting changes have been adopted in 1988 which
resulted from recommendations developed during a study by the Contract
Agent. No material change in net income from the contract resulted from
these changes. A premium stabilization reserve liability and an offsetting
asset (Claim on Assets Held by Contract Agent) of$610,235 was recorded
at December 31, 1988. This liability and the asset recognizes the Company's
portion of the premium stabilization reserve and related assets held by the
Contract Agent.
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Reclassifications and Statements of Cash Flows
Certain reclassifications were made to the prior year consolidated financial
statements in order to present them in conformity with current year
presentation.

In November 1987, the Financial Accounting Standards Board issued
Statement No. 95, "Statement of Cash Flows." The Company and its
subsidiaries have adopted and reflected this new standard in the
accompanying consolidated financial statements.
(2) Reimbursement of Claims Cost and operating Expenses
The Company acts as a contractor for the Medicare Part A (Hospital)
program. Under this contract, the Company is reimbursed for claims paid
and related administrative expenses. The claims paid and reimbursed of
$130,616,000 in 1988 and $120,078,000 in 1987 are not included in the
accompanying consolidated stateQ"}ents of operations. Reimbursed
administrative expenses for this program are reflected as premium income.
(3) Retirement Benefits
The Company participates with similar organizations in a noncontributory
defined benefit retirement plan covering all full-time employees over
twenty-one years of age with at least one year of service. Total net periodic
pension cost was $193,000 in 1988 and $876,000 in 1987 and included the
following components:

1987

1988
Service cost-benefits earned during
the period
Amortization cost
Interest cost on projected benefit
obligation
Return on assets
Net periodic pension cost

$

775,000
(220,000)

$

1,003,000
(1,012,000)

989,000
(1,351,000)
$

193,000

979,000
(94,000)

$

876,000

The Company's funding policy is to contribute the amount allowable under
ERISA rules. However, since the plan is currently overfunded the Company
was not able to fund the 1988 liability.
The following table sets forth the plan's funded status and actuarial benefit
obligation as of December 31, 1988 and 1987:

Actuarial Present Value of Benefit
Obligations:
Vested benefit obligation
Accumulated benefit obligation
Projected benefit obligation
Plan assets at fair value
(consist principally of stocks, bonds
and real estate)

1988

1987

$ 7,056,000

$ 6,995,000

$ 7,743,000

$ 7,705,000

$11,374,000

$13,564,000

15,121,000

14,330,000

3,747,000

766,000

Funded Status
Unrecognized transition asset

(1,351,000)
(3,706,000)

Unrecognized net gain
Accrued Pension Cost

(1,446,000)

313,000

Unrecognized prior service cost
$

(997,000)

(196,000)
$

(876,000)
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The weighted-average discount rate and the rate of increase in future
compensation levels used in determining the actuarial present value of the
projected benefit obligation were 10% and 6%, respectively, in 1988 and
8.5% and 7%, respectively, in 1987. The expected long-term rate of return
on assets was 10% in 1988 and 8.5% in 1987.
During 1988, the Company offered an early retirement program to eligible
employees.The offer was accepted by 17 employees who received special
benefits in return for their voluntary termination of service. The cost of
these benefits was approximately $609,000 and is recorded as a current
year expense in the accompanying consolidated financial statements.
In addition to providing pension benefits, the Company provides certain
healthcare benefits for retired employees. Substantially all of the Company's
employees may become eligible for those benefits if they reach normal
retirement age while working for the Company. The premium cost of
retiree healthcare benefits is recognized as an expense by the Company
in the year incurred. These costs were not significant in either 1988
or 1987.
The Company also participates in a qualified 40l(k) plan. Currently the
Company matches 25% of the employees' contribution, up to 5% of their
compensation. The cost of this plan was approximately $125,000 in 1988
and $105,000 in 1987.
( 4) Long-Term Debt

The Company's obligations under long-term debt agreements as of December
31, 1988 and 1987 are as follows:
1988
Industrial Development Bond; interest
at 71% of nationally published prime
rate, monthly payments of principal
and interest through June 2002
($22,174); investments of $1,495,000
pledged as collateral
Industrial Development Bond; interest
payable monthly at 70% of bank's
prime rate; annual payments of
principal ($81,000); secured by
property improvements

1987

Intere5
apprm
The we
apprm
princif
asofD
Year

IS
IS
19
19
19
19

Other
lnjuly
bank.1
Howev
custod·
line of
credit,
(5) Obligat:
TheC<
capital
accum;
are as f

Year
19
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$3,637,000

$3,903,000
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Interest expense related to the Industrial Development Bonds was
approximately $359,000 in 1988 and $307,000 in 1987.
The weighted average interest rate for the two bond obligations was
approximately 7% and 6% during 1988 and 1987, respectively. Future
principal payments required on Industrial Development Bonds outstanding
as of December 31, 1988, are as follows:
Year Ending December 31,
1989
1990
1991
1992
1993
1994 and thereafter

$ 347,000
347,000
347,000
347,000
347,000
3,198,000
$4,933,000

Other
In July 1988, the Company received a $5,000,000 line of credit with a
bank. The line of credit was not utilized by the Company during 1988.
However, the Company must maintain $6,250,000 of investments in its
custody account at the bank in order to maintain the availability of the
line of credit. Should the collateral fall below this amount the line of
credit available will also be reduced.
(5) Obligation Under Capital Lease
The Company leases the building housing an HMO location under a
capital lease obligation. The property has a cost of$7,700,000 and
accumulated depreciation of $951,000. Minimum future lease payments
are as follows:

Year Ending December 31,
1989
1990
1991
1992
1993
1994 and thereafter

$ 1,167,000
1,167,000
1,167,000
1,167,000
1,167,000
14,586,000
$20,421,000

Less-amounts representing interest
and executory costs

(13,157,000)
$ 7,264,000

( 6) operating Leases
The Company leases certain data processing equipment and other property
under operating leases. Rental expense for 1988 and 1987 was
approximately $2,700,000. Minimum future lease payments are as follows:

Year Ending December 31,
1989
1990
1991
1992

$ 458,000
451,000
429,000
17,000
$1,355,000
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(7) Future Policy Benefits and Life Insurance in Force
As of December 31, 1988 and 1987, Allnation had life insurance in force
of $506,584,000 and $430,825,000, respectively. The interest rate
assumptions used to determine future policy benefits are as follows:

Years

Interest Rate

1-10

6%and 8%

11-20

Graded to 4% and 8%

Thereafter

4%and8%

Assumptions as to mortality and withdrawals have been based on the
1955-1960 select and ultimate table for mortality and the Linton B and
BA tables for withdrawals.
Allnation cedes insurance to other carriers. Reinsurance diminishes the
ultimate liability of the primary insurer since the assuming reinsurer
becomes liable to the primary insurer to the extent of the reinsurance
and, under existing regulations, the primary insurer may treat reinsurance
exposures as though they were not exposures for which the primary
insurer is liable. As of December 31, 1988 and 1987, $248,595,000 and
$208,703,000, respectively, oflife insurance in force has been ceded to
reinsurers. All risks on any one life in excess of $50,000 for individual
business and $25,000 for group business have been ceded.

BoardofJ
Clu

Ma
Dir,
Vici
Ed,
Reti

Dir1
Thi
Bus
Un1
D01

Reti
Ma:
Rol
Prl!j

Blu.
Ber
Pre!i

Ber
Pan
Dar.
Aue

Pr(!j

(8) Tax Status
Through December 31, 1986, the Company and HMO were exempt from
income taxes under Internal Revenue Code Section 50l(c)4. During 1987,
the HMO rescinded its tax-exempt status (effective January 1, 1987).
Provisions of the Tax Reform Act ml986 made the Company subject to
income taxes beginningjanuary 1, 1987. Allnation, Gateway and Liability
are subject to income tax, although no significant amounts were paid or
payable through December 31, 1988.
The Company and its subsidiaries excluding Allnation, will file a consolidated Federal tax return for the year ended December 31, 1988. This
consolidated group has approximately $17,000,000 of net operating loss
carryforwards available to offset future tax.able income. There is also
approximately $2,800,000 and $100,000 of net operating losses subject to
separate return limitation rules related to Total Health, Inc. and Gateway,
respectively. These carryforwards expire throughout the period from
1999-2003. Allnation has net operating losses of approximately $1,547,000
which can be carried forward to offset its future taxable income. These
carryforwards expire throughout the period from 1991-2002.
In December 1987, the Financial Accounting Standards Board issued a new
accounting pronouncement related to income taxes. The pronouncement
will require the Company and its subsidiaries to change their method of
accounting for income taxes by fiscal year 1990 or earlier. The Company
and its subsidiaries did not adopt this change in 1988. The impact of
the change on the Company and its subsidiaries consolidated financial
statements has not been determined.
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